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Marilyn J. Nemec, CPA 
Alexander Grant & Company 
Chicago, Illinois
An audit made in accordance with gener­
ally accepted auditing standards includes 
a procedure described in Section 
560.12(d) of Statement on Auditing Stan­
dards No. 1 as:
"Obtain from legal counsel a descrip­
tion and evaluation of any litigation, 
impending litigation, claims, and con­
tingent liabilities of which he has 
knowledge that existed at the date of 
the balance sheet being reported on, 
together with a description and evalu­
ation of any additional matters of such 
nature coming to his attention up to 
the date the information is furnished."
Because of the reluctance of counsel to 
furnish a complete response in an increas­
ing number of recent instances, the 
AICPA's Auditing Standards Executive 
Committee has issued a Commentary to 
bring the problem to the attention of prac­
titioners and provide assistance in meet­
ing it.
Failure of the client's counsel to reply or 
excessively restrict replies may cause the 
auditor to conclude that audit evidence 
sufficient to express an unqualified opin­
ion has not been obtained. The attorneys 
contend that they cannot reveal client in­
formation given them in confidence, and 
that certain disclosures might invite law­
suits or weaken the client's defense if 
litigation occurred. Sweeping inquiries 
such as whether there have been any 
transactions not in the normal course of 
the client's business and terms like "ma­
terial" and "contingent liability" in the 
client's letter to counsel requesting in­
formation for the auditor have caused 
concern to members of the legal profes­
sion. The attorney does not want to risk 
incurring liability because of either an 
omission in the response or an incorrect 
evaluation of the client's position.
Counsel's reply may include restrictive 
 language such as: "This firm as a mat­
ter of policy does not disclose informa­
tion privileged by reason of the 
attorney-client privilege, and such in­
formation to the extent available to the 
firm is not taken into account in re­
sponding to requests from auditors for 
information."
or
"We can advise you only with respect 
to actual litigation or disputes in which 
we are involved as counsel for the 
company, and we cannot respond to 
inquiries relating to other contingent 
liabilities."
As explained in the Commentary, 
language such as that cited above which 
excludes some or all types of contingent 
liability from the response will ordinarily 
lead the auditor to conclude that an un­
qualified opinion cannot be expressed. 
The auditor must then determine whether 
an opinion qualified as to the limitation 
on the scope of the audit or a disclaimer of 
opinion is appropriate. The Commentary 
suggests the following wording in a qual­
ified report:
"... except for such adjustments and 
additional disclosures as might have 
been determined to be necessary if the 
scope of our examination had not been 
limited by our inability to obtain satis­
factory evidence with respect to con­
tingent liabilities, as discussed in the 
preceding paragraph, ..."
If it is necessary to disclaim an opinion, 
the report will describe the limitation on 
the scope of the audit generally in the 
same manner as shown for a qualified 
opinion and, of course, state that the au­
ditor is unable to express an opinion on 
the financial statements.
The attorney may report the existence 
of a matter constituting a material liability 
or contingent liability but not express any 
opinion as to the probable outcome or 
express an opinion which cannot be used 
by the auditor to evaluate the potential 
effects on financial position or results of 
operations. Examples given in the 
"Commentary" of responses which may 
preclude an unqualified opinion are:
"In our opinion, the company has 
meritorious defenses." "In our opin­
ion, the company has a good chance of 
prevailing in this action."
"We are unable to express an opin­
ion as to the merits of the litigation at 
this time. The company believes there 
is absolutely no merit to the litiga­
tion."
"This litigation has just been begun 
and we have not had an opportunity to 
form an opinion as to the likely out­
come."
These responses create a situation for the 
auditor where the disclosure concerning a 
lawsuit or other legal matter is adequate 
but evaluation of the effects on the finan­
cial statements is not possible. If it is con­
cluded that a qualified opinion is neces­
sary, the Commentary suggests this word­
ing:
"... subject to the effects, if any, of 
the outcome of the lawsuit discussed 
in the preceding paragraph, ..." 
If the auditor must disclaim an opinion, 
the report will refer to the uncertainty in 
terms generally the same as those sug­
gested for a qualified opinion and will 
state that the auditor is unable to express 
an opinion.
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Stock exchanges consider qualified 
opinions on financial statements of their 
listed companies as generally unaccepta­
ble. A public offering of securities by a 
company whose auditors have disclaimed 
an opinion or expressed an opinion qual­
ified for a scope limitation would not be 
permitted by the Securities and Exchange 
Commission. Whether the company is 
public or privately held its lenders, seeing 
an opinion qualified for lack of informa­
tion on the outcome of a lawsuit, might 
become nervous and require immediate 
payment of demand obligations or 
otherwise sever relations with the com­
pany as soon as possible.
The issues arising here between the ac­
counting and legal professions are rem­
iniscent of the problems encountered 
when the AICPA Committee on Auditing 
Procedure was preparing Statement on 
Auditing Procedure No. 48, Letters for Un­
derwriters. Many hours were spent at­
tempting to select the proper words or 
phrase acceptable to both the auditor and 
the attorney. Part of the problem now 
would seem to be the expanding roles 
which are being assigned to the auditor 
and to the attorney by the Securities and 
Exchange Commission, the financial 
community and the investing public. 
John C. Burton, the Chief Accountant of 
the SEC, has stated that 1974 is the year of 
the auditor. He sees the auditor serving a 
more important function in reporting in 
the future on such matters as interim re­
ports and company disclosures now con­
sidered not within the province of the 
auditor. Attorneys who ordinarily con­
sider themselves advocates in relation to 
their clients were told recently by A.A. 
Sommer, Jr., one of the five SEC Commis­
sioners, that they must become auditor as 
well as advocate. He spoke of attorneys 
being independent in certain matters, 
recognizing their responsibility to the in­
vesting public and adopting the healthy 
skepticism toward the representations of 
management which a good auditor must 
adopt.
Auditors and attorneys are considering 
ways to resolve the issues concerning the 
letter of audit inquiry and the attorney's 
response; however, this may not be ac­
complished in the near future. In the 
meantime, the auditor may follow certain 
suggestions which are given in the 
Commentary. These are summarized 
below:
Indicate willingness to accept re­
sponses that omit burdensome num­
bers of small items by specifying 
amounts. Matters whose effects are 
expected to be of a lower order need 
not be reported by counsel. The word
"material” should not be used. Define 
"contingent liability”. A definition of 
"contingency” appears in paragraph 
5514.01 of APB Accounting Principles 
Current Text:
"In accounting a contingency is an ex­
isting condition, situation or set of cir­
cumstances, involving a considerable 
degree on uncertainty, which may, 
through a related future event, result 
in the acquisition or loss of an asset, or 
the incurrence or avoidance of a liabil­
ity, usually with the concurrence of a 
gain or loss. A commitment which is 
not dependent upon some significant 
intervening factor or decision should 
not be described as a contingency."
Omit from letters of audit inquiry ques­
tions that may appear to be unduly 
sweeping.
Arrive at a mutually satisfactory agree­
ment with the client's counsel on wording 
for the response that would provide for 
excluding from the response matters as to 
which the counsel has neither advised nor 
been consulted by the client. Examples of 
wording which the auditor and the attor­
ney may find acceptable are:
"While this firm represents the com­
pany on a regular basis, this response 
does not include matters as to which 
the company is represented by other 
counsel and as to which we have not 
been advised or consulted by the com­
pany.”
"This firm represents the company 
only in connection with its labor 
negotiations and union contracts and 
has not been engaged for any other 
purpose."
"The company is a party to a number 
of agreements, such as leases and 
purchase or sale contracts, all of which 
may involve possible liabilities. Such 
matters are not covered by this re­
sponse, except to the extent that we 
have advised or have been consulted 
as to claims or other possible liabilities 
thereunder."
There is an illustrative letter of audit 
inquiry, which is not intended to be a 
model, with the Commentary. Some of the 
wording from this letter follows:
"... please furnish to our indepen­
dent auditors ... a description of any 
litigation, of which you have knowl­
edge, involving the company or any of 
its subsidiaries which was pending at 
(balance sheet date) or which has sub­
sequently been initiated. In addition, 
please furnish to them a description of 
any other matters, of which you have 
knowledge involving impending liti­
gation or claims by or against, or a 
contingent liability of, the company or 
any of its subsidiaries at (balance sheet 
date) or arising subsequently.
"In describing the matters reported, 
please state the amounts involved and 
your opinion as to the probable out­
come, including, to the extent possi­
ble, an estimate of the ultimate liability 
or amount to be realized."
The Commentary concludes with the 
hope that the auditors and the attorneys 
will continue to work together to resolve 
the differences in their views concerning 
the letter of audit inquiry and the 
attorney's response.
Tax Forum
(Continued from page 26) 
income of the DISC is the so-called 50/50 
method. Under this method the DISC is 
allowed to earn income equal to the sum 
of one-half of the combined taxable in­
come of the DISC and the related corpora­
tion on qualified export sales or services 
plus 10% of the export promotion ex­
penses.
The idea still persists with many com­
panies that in determining combined tax­
able income only cost of sales and directly 
allocable costs have to be considered. 
However, the regulations provide, in 
general, that in addition to directly allo­
cable costs and expenses, a ratable por­
tion of other expenses not directly related 
to any item or class of income must be 
deducted in arriving at combined taxable 
income. The regulations provide that 
such ratable share is to be determined in 
accordance with the regulations at Section 
1.861-8. Although new more restrictive 
proposed regulations appear under Sec­
tion 861, the present regulations would in 
most situations require an allocation of at 
least a portion of the general and adminis­
trative expenses of the related corpora­
tion. Such allocation would normally be 
based on the ratio of the combined gross 
income on DISC sales to the total gross 
income from all sales of the related corpo­
ration.
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